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THE NEGOTIATION OF EXTERNAL LOANS WITH 
FOREIGN GOVERNMENTS 1 

By Charles Cheney Hyde 
of the Board of Editors 

PRELIMINARY 

It is of advantage to every state in need of financial aid, as well as to the 
banks of every country having funds to invest abroad, that external govern- 
mental loans be generally regarded attractive. Attractiveness amounting 
to more than temporary and sentimental interest, depends upon the develop- 
ment of a conviction among the best buyers of every land that such loans 
constitute a safe investment in the face of every contingency reasonably 
to be anticipated, and that they are fairly immune from dangers which have 
heretofore proved to be inherent in or incidental to dealings with sovereign 
states of certain types — dangers of repudiation on colorable or solid grounds, 
dangers of invalidity, dangers arising from the operation of certain principles 
of international law concerning the effect of changes of sovereignty, dangers 
due to inadequate security or to pledges incapable of practical utilization 
for the benefit of the lender, dangers due to the freedom of the borrower to 
apply at will and without restraint the proceeds of a loan. 

Experience has shown that the importance of any one of these dangers 
varies greatly according to the conditions of the particular case, and largely 
in proportion to the character and stability of the borrower. Thus in some 
instances the sole and reasonable concern of the lender pertains to the va- 
lidity of the transaction; in others, the matter of validity affords but the 
first of a series of equally grave problems. The long record of losses sus- 
tained by holders of perfectly valid external bonds encourages belief that 
lenders have at times failed to appreciate the significance or reality of ques- 
tions wholly unrelated to those of validity, and yet indissolubly connected 
with the matter of negotiation. 

Despite the vast differences in the stability and character and credit and 
morale of the states comprising the international society, any one of them 
may seek and need foreign fiscal aid. When it does, its capacity to become 
a desirable borrower should be utilized. It is of highest importance that 
weak as well as strong states should be enabled to obtain funds for legiti- 
mate ends on just terms. If, therefore, by any process, an American bank 
may find itself in a position to lend with reasonable safety to a state of any 

1 A slight enlargement of a paper presented to the Buenos Aires Conference of the Inter- 
national Law Association, August, 1922. 
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continent and of any type or class, the means of attaining that position 
deserve consideration. It is not suggested that a loan to a state habitually 
in default and of unsavory record is to be regarded as desirable, or that the 
moral risk is ever to be disregarded in any transaction. It is believed, how- 
ever, that as the financial history of every prospective public borrower is 
an open book, its idiosyncracies and propensities known, its fundamental 
laws within the reach of all, and the availability of its assets for hypotheca- 
tion and use for the benefit of the lender under most unfavorable cir- 
cumstances a matter of reasonable calculation, it lies within the power of 
American banks to estimate intelligently and closely the degree and kind 
of protection to be demanded of each particular applicant, and also to 
fix the terms on which it may, under most conditions, be fairly accepted as 
a borrower. 

Another and perhaps a broader aspect of the general problem must en- 
gage attention. Arrangements acknowledged to be essential for the pro- 
tection of lenders to states whose finances, through conditions of chronic 
disorder, have required complete rehabilitation and even political over- 
sight, or which have not been accepted for all purposes as full-fledged mem- 
bers of the society of nations, should not be taken as standards of general 
applicability in dealings with states which have reached a higher and dif- 
ferent plane. Certain terms imposed upon countries under the wardship of 
the United States, or upon others still subjected to a regime of extraterri- 
torial jurisdiction, offer precedents of doubtful expediency in transactions 
with borrowers of a wholly different type. It is not suggested that neces- 
sary safeguards should ever be omitted. It is one of the chief purposes of 
this memorandum to emphasize the importance of safeguards which have 
been too often overlooked or ignored. It is merely submitted that some 
terms exacted of, and unwillingly yet validly accepted by, certain foreign 
borrowers, might prove to be the sowing of dragons' teeth and beget a 
popular opposition sufficing in time to jeopardize service and produce de- 
fault. Involved, therefore, in every external bond transaction is the matter 
of fiscal statesmanship which is likely to play an increasingly important part 
in the largest success of foreign loans hereafter to be underwritten in the 
United States; for the question confronting the American lender is not 
entirely how rigorously or completely can the borrower be kept under the 
domination of the lender, but also how can the debtor be made the lasting 
friend of the American creditor, and inculcated with the desire both to 
repay obligations as they accrue, and also to seek in the United States 
rather than elsewhere financial aid whenever needed. It is the effect of 
such an idea upon the success of American diplomacy in the best sense that 
gives to every external loan floated in the United States a significance far 
beyond the horizon of the individual purchaser of a bond. Happily Amer- 
ican bankers are not without the larger vision. 
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VALIDITY 

An external bond issue must be valid as a primary condition of accept- 
ability. Validity, so far as it concerns the conduct of the borrower, is 
governed by the laws and constitution (if any) of the issuing state. 2 Their 
requirements must be fully met. The lender must, therefore, satisfy itself 
as to compliance. 3 In the course of so doing it may, in common pru- 
dence, invoke the aid of local counsel within the territory of the borrower, 
and deemed competent to pass judgment on the question whether every 
local condition essential to validity has been satisfied. Such action does 
not, however, remove from the lender the burden of taking cognizance 
of every obstacle which it has reason to believe or suspect the institutions 
of the borrower may oppose, and of seeking advice thereon. The lender 
necessarily assumes grave responsibility in accepting the assurances of 
foreign local advisors as to whether contemplated dangers are fanciful, or 
have been removed, or are non-existent. What constitutes requisite as- 
surance and what is to be regarded as trustworthy evidence of the require- 
ments of the local law depend largely upon the personality of the borrower 
and the character of its highest officials. These vary greatly. In a recent 
bond agreement it was announced that 

The Republic hereby represents and declares that all acts, conditions 
and legal formalities which should have been done or which should 
have happened or existed prior to the issuance of the Bonds, have ex- 
isted, happened or been done as required by the constitution and laws 
of the Republic and in strict conformity therewith. 4 

It may be observed, however, that no official representation, however 
entitled to credibility, is necessarily decisive of the fact involved; and it 
may be doubted whether it precludes denial of an allegation of fact by the 
successor to the borrower in case the officials of the borrower have for any 

J Although this condition and a variety of applications of it are familiar to American 
bankers and their counsel, it seems necessary, for sake of clearness, to advert to the general 
principle and to modes of assuring respect for it. 

3 In this connection, however, another consideration should be heeded. Oftentimes 
agreements for external bond issues are in fact concluded and perfected in the territory of 
the state where the lender is located — a circumstance which serves as a warning that no 
provision of the contract should set at nought any prohibition of the laws of that state de- 
nouncing as invalid contracts or provisions of a particular character. It is not suggested 
that the validity of mortgages or encumbrances of any kind upon immovable property 
within the state of the borrower is likely to be affected by the statutes of a foreign sovereignty. 
It is merely sought to be pointed out that in other matters, the state where the agreement is 
made may, for reasons of public policy, impose restrictions which if disregarded might 
prove embarrassing to the lender should the borrower subsequently invoke them as a ground 
for repudiation or rescission. 

4 Such is the language of a Bond Trust and Fiscal Agency Agreement between a certain 
Central American State and bankers of the United States, concluded in 1920. 

See also Articles VI and X of Chinese Hankow Improvement Loan of September 17, 
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reason been led to make false assertions. Oftentimes, therefore, govern- 
mental representations need to be checked up by every available means. 
There is never removed from the lender the serious responsibility of assuring 
itself beyond possibility of reasonable doubt that no undertaking on the 
part of the borrower is void or even voidable, constituting an abuse of power 
through excessive yieldings of rights or prerogatives not to be relinquished 
under the local law. 

The question of validity concerns both the form and substance of the 
borrower's undertaking. Technically, it embraces generally the two-fold 
inquiry: first, whether the borrower has the right under its own laws to 
undertake to do what is sought to be done; and secondly, whether in its 
undertakings it has pursued the course prescribed by those laws. Practi- 
cally there is another and perhaps a larger question involved in the first 
inquiry, and which is never to be overlooked: whether for any reason 
and regardless of the approval of the local law, intelligent or unintelligent 
opinion within the territory controlled by the borrower and affected by the 
loan, challenges the obligations assumed, or protests against powers con- 
ferred on the lender as subversive of rights of sovereignty and as mani- 
festing an abuse of governmental functions by the borrower. 

A few of the matters which pertain to validity may be noted and regard- 
less of the order in which they may be expected actually to arise. 

With respect to the matter of security, there is involved an inquiry touch- 
ing the kind or nature of the asset sought to be pledged. Does, for ex- 
ample, the local law permit the mortgaging or hypothecation of the public 
domain or its appurtenances such as a harbor or a court house or any other 
thing fulfilling an essentially public function and necessarily incidental to the 
administration of government or the exercise of political independence? 5 
Again, does the local law permit the use and control of the particular kind 
of pledged public property by or for the benefit of a foreign lender, as by a 
trustee in its behalf, so as to enable it directly upon default, to utilize freely 
the security for the loan? More broadly, does the local law permit the 
borrower to divest itself of possession and control of the particular thing 
sought to be utilized as security? Does the local law forbid mortgage 
agreements serving to vest title to public property in a mortgagee or trustee? 
Do any general prohibitions of the alienation of state property render il- 
legal attempts to utilize it freely as security for public loans? Are pledges 
of public revenues to be derived from any particular sources locally deemed 
better or worse in point of legality than the hypothecation of existing tan- 
gible property, whether movable or immovable? 

1914, MacMurray, Treaties and Agreements with and concerning China, Vol. II, p. 1172; 
also Article II of Chinese agreement with Lee, Higginson and Co., of April 7, 1916, 
ibid., p. 1279. 

1 A Chinese loan agreement with French bankers, January 21, 1914, for the construction 
of a railway, purported to pledge by way of guaranty, the Port of Yamchow, its materials 
and appurtenances. 
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Such inquiries suggest the question which may recur when pledges of 
public property are utilized as security, whether the lender may not in a 
particular case go too far, and jeopardize the safety of a loan by exacting 
and obtaining the control and use of something by way of security which the 
laws of the borrower forbid it to alienate or pledge, or which, regardless of 
the law, popular opinion within the territory of the borrower deems to be 
inalienable. 

Whether general or special legislation, or executive decrees purporting to 
authorize the provisions of a loan agreement accord with the fundamental 
law or constitution of the borrower must always demand, as has been observed, 
rigid examination. In the course of it the lender must take heed of the 
known reluctance of local advisers of high repute to denounce as illegal or 
unconstitutional steps taken by the governmental borrower, within whose 
domain they reside, to procure desired credit. The lender must ever be on 
its guard to ascertain by some process whether executive or legislative 
approval, however freely given, is such as not to encourage attempts to 
repudiate what the borrower has undertaken to do or permit, the moment a 
new administration takes the reins of government and essays to frustrate 
the work of its predecessor. 

Again, the ostensible purposes of an agreement may run counter to what 
the law of the borrower permits; or the validity of pledges of particular 
assets may impose as a condition subsequent the expenditure of the pro- 
ceeds of the borrowed funds for an essentially public end local to or pecul- 
iarly connected with the community or district within which the security 
is found. Such requirements demand rigid scrutiny and full respect. 

The foregoing inquiries indicate roughly the scope of the task confronting 
the lender, and to be accomplished by it before it can announce with assur- 
ance the conclusion of a valid agreement, and one which later administra- 
tions conducting the affairs of the borrower will have little or no reason 
to oppose as invalid. With that initial problem out of the way, others 
equally complex arise for solution. 

EFFECTS OF CHANGE OF SOVEREIGNTY 

In external bond issues the question must frequently arise, according to 
the nature of the borrower: What state or government, if any, will be re- 
sponsible for service, in case the territory to which the loan directly pertains 
undergoes a change of sovereignty? Suppose, for example, the Govern- 
ment of the Republic of Mexico issues external bonds, related through the 
nature of the security or otherwise, to the State of Sonora. Suppose Sonora 
revolts and attains its independence, uniting possibly with a successful con- 
federacy in the neighboring State of Chihuahua. What entity is in such 
event to be regarded as responsible to the lender? Does the Republic 
of Mexico retain the burden; or does the new confederacy assume it; 
or is there apportionment? Again, is the correct result dependent upon 
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the purpose of the loan, or upon the place where the proceeds have been ex- 
pended, or upon the nature of the security, or upon the mode by which sov- 
ereignty was shifted? While the true solution is doubtless to be found in the 
principles of international law, there has been some diversity of opinion as to 
what they ordain. Nevertheless, American diplomatic discussions and other 
official documents shed much light and offer useful guidance. They indicate, 
for example, purposes to be avoided, types of securities likely to prove un- 
stable, and the possible value of definite contractual provisions by way of 
safeguard. Without entering upon a full discussion of the legal principles 
involved or of American interpretations thereof, attention is called to a few 
pertinent considerations which both appear to fortify. 

The true theory justifying the burdening of particular territory with 
any part of a debt, in case of a change of sovereignty, is believed to depend 
upon whether that debt is to be deemed advantageous rather than detri- 
mental to that territory. This principle is fairly applicable to the general 
as well as the so-called local debts of the original borrower. Where a debt 
is shown to have been incurred for purposes to be fairly deemed hostile to 
the purposes of a particular district or territory, that territory, in case of 
a change of sovereignty wrought, for example, by revolution, is not likely 
to be regarded as burdened with the fiscal obligation, irrespective of the 
design of the original debtor. Such is the case where, for example, a debt 
is sought to be charged against a particular area or district of the borrower 
of which the sovereignty is subsequently lost, as a means of obtaining funds 
in order to retain control by force over such district, and the revenues thereof 
are pledged as security for the loan. 6 A like result might under certain 
conditions be anticipated, even where a mortgage had been duly impressed 
upon a particular area, if it could be shown that the purpose of the obli- 
gation was essentially hostile to the welfare of the inhabitants thereof. It 
should be observed in this connection that the Department of State has at 
least on one occasion — in discussions of the Cuban debt following the 
Spanish-American War — not been disposed to regard a pledge of future 
revenues controlled by the debtor, as the equivalent of a mortgage, or as 
constituting a like encumbrance upon the territory from which such revenues 
were to be derived after it had undergone a change of sovereignty. 7 

6 The American Commissioners (to whom Prof. John Bassett Moore was Secretary and 
Counsel) negotiating a treaty of peace with Spain in Paris in 1898, in denying that the so- 
called Cuban debt previously incurred by the Spanish Government constituted a burden 
which passed to the successor to the sovereignty of Cuba or to the United States declared : 
"The debt was contracted by Spain for national purposes, which in some cases were alien 
and in others actually adverse to the interests of Cuba; that in reality the greater part of 
it was contracted for the purpose of supporting a Spanish army in Cuba; and that, while 
the interest on it has been collected by a Spanish bank from the revenues of Cuba, the bonds 
bear upon their face, even where those revenues are pledged for their payment, the guarantee 
of the Spanish nation." (Moore, International Law Digest, I, 367.) 

7 " No more in the opinion of the Spanish Government, therefore, than in point of law, 
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In view of the foregoing considerations, a bank lending funds to a for- 
eign government should anticipate the possibility or likelihood that the 
sovereignty over territory of which the revenues or other assets are 
utilized as security may be transferred to another or a new state, and 
endeavor to safeguard itself accordingly. 8 Certain modes of so doing sug- 
gest themselves. 

The purpose of a loan should be so definitely and accurately described 
in the agreement as to discourage if not preclude contention by a succeeding 
sovereign (or by a subsequent government of the same state) that the de- 
sign of the borrower was hostile to the interests of its territory or to any 
part thereof peculiarly connected with the debt, either as the place of ex- 
penditure of the proceeds, or as the locus of an asset pledged by way of se- 
curity. 9 Again, if a particular asset in one section is utilized as security 
for a general rather than a local debt of the borrower, the benefit of the sec- 
tion or district furnishing the security should be set forth in the agreement, 
and local approval made mention of, and if possible secured, as a means of 
fortifying a subsequent claim to apportionment, in case of the transfer of 
the district from the control of the borrowing state. The state which today 
secures a foreign loan for a military purpose, with the special design of hold- 
ing in subjection and strenthening its grip upon a valuable and substantial 
section of its territory which furnishes through its material resources the 
sinews of credit, is incapable of assuring the lender that that section will, 
in case it revolts successfully and constitutes a new state, feel itself bound, 

can it be maintained that that Government's promise to devote to the payment of a certain 
part of the national debt revenues yet to be raised by taxation in Cuba, constituted in any 
legal sense a mortgage. The so-called pledge of those revenues constituted, in fact and 
in law, a pledge of the good faith and ability of Spain to pay to a certain class of her creditors 
a certain part of her future revenues. They obtained no other security, beyond the guaranty 
of the 'Spanish Nation,' which was in reality the only thing that gave substance of value to 
the pledge, or to which they could resort for its performance." (Memorandum of Amer- 
ican Peace Commission, Paris, 1898, Senate Document No. 62, 55 Cong., 3 Sess., Part II, 
201, Moore, International Law Digest, I, 384). 

8 In numerous cases the possibility of such a change of sovereignty is so remote as to be 
purely fanciful. In such instances the lender may obviously dismiss from consideration 
some of the problems above noted. 

9 For a singular instance where a railway concession granted by the Spanish Government 
for a line in the island of Luzon, was regarded by the Attorney General of the United States 
as not wholly beneficial to the territory traversed, see opinion of Mr. Griggs, July 26, 1900, 
23 Op. Attys. Gen. 181. 

Chinese loans of the past decade have commonly adverted to the purposes thereof in the 
original agreements. Possibly at times the professed designs have disguised the actual aim 
of the borrower. See W. W. Willoughby, Foreign Rights and Interests in China, Baltimore, 
1920, 509-510. 

A Chinese loan agreement of May 13, 1916, with the American International Corpo- 
ration, adverted in the preamble to the works of great humanitarian benefit to be undertaken 
by the borrower, which in this case embraced a canal improvement. See MacMurray, 
Treaties and Agreements with and concerning China, II, 1304. 
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or become legally bound, to bear the burden sought by the lender to be im- 
pressed upon it. 10 

If there be any reason to anticipate during the life of a loan such a change 
of sovereignty as may affect the interests of the lender, the original agreement 
should make provision therefor, setting forth definitely the understanding of 
the contracting parties as to the effect of such an event. No instance is re- 
called where this precaution has been taken by a lending bank. The prin- 
ciple appears, however, to have been utilized in public agreements or treaties 
between states. 11 Thus if it is designed to hold the original borrower, even 
in case a substantial part of its territory embracing assets pledged as se- 
curity be transferred from its sovereignty, the fact should be stated in 
terms. 12 Again, if it is designed to impress irrevocably on that part of the 
territory of the borrower affording security for the debt the full burden of 
payment of interest and principal, and irrespective of the nature or place 
of expenditures of the proceeds of the loan, the contract should announce the 
fact. In this connection, however, a preliminary question akin to one of 
validity might in the particular case supervene and demand consideration: 
as to the extent of the power of the borrower to burden territory with a 
debt by any process, beyond the time when the borrower retains its control 
thereof, unless that territory may be fairly deemed to gain from the loan a 
benefit proportional to the load placed upon its resources. 

Still again, it may be the actual design of the contracting parties, in event 
of a change of sovereignty, and perhaps regardless of the location of the 
particular security, to apportion the burden of service. Such an under- 
standing should find clear expression in the agreement. 

It is believed that, in case a loan is concluded by or for the benefit of a 
colonial possession rather than for that of the parent state, contemplating 
the exclusive use of the proceeds within the colony, and possibly secured by 
the pledge of assets therein, the colonial government should be made the 
direct obligor and with the approval and perhaps through the instrumen- 
tality of the parent state. In such case, that approval, while possibly 

10 The contentions of the United States in the negotiation of a treaty of peace with Spain 
in 1898 would hardly encourage a different view. 

11 Thus Article XXIV of the treaty between the United States and Panama of November 
18, 1903, declares: "No change either in the Government or in the laws and treaties of the 
Republic of Panama shall, without the consent of the United States, affect any right of the 
United States under the present convention, or under any treaty stipulation between the 
two countries that now exist or may hereafter exist touching the subject matter of this 
convention. 

"If the Republic of Panama shall hereafter enter as a constituent into any other Govern- 
ment or into any union or confederation of states, so as to merge her sovereignty or inde- 
pendence in such Government, union or confederation, the rights of the United States under 
this convention shall not be in any respect lessened or impaired." (Malloy's Treaties, II, 
1356.) 

12 Whether such an undertaking would be valid, should engage the attention of counsel 
as a problem incidental to that of ascertaining the scope of the powers of the borrower. 
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necessary to assure validity, would not necessarily cause that state to be a 
party to the transaction or to assume any burdens of the debt. At the 
present day, lending banks may fairly demand that external colonial loans 
be irrevocably and permanently impressed upon the particular colony 
concerned, regardless of future changes of sovereignty. This can best 
(and doubtless in some instances only) be accomplished by making the colo- 
nial government the obligor, by confining expenditure of the proceeds to the 
territory of the colony, and by imposing no burden of service under any 
contingency upon any political entity outside of it. 13 

It is not suggested that the lender can always fully protect itself. Its 
very demands for safeguards may encourage or involve abuses of power on 
the part of the borrower and jeopardize the validity or success of the trans- 
action. On the other hand, it ought to be clear that, if a change of sover- 
eignty of territory of the borrower, and especially of parts thereof furnish- 
ing assets relied upon as security, is fairly to be anticipated, the lender is 
put on its guard. It must, at the present day, anticipate dangers in im- 
posing upon communities having no voice in negotiation fiscal burdens 
lacking local approval, unless the benefits of the loan through the expend- 
iture of the proceeds are confined to the territory burdened with service. 
The lender must take note also of the relative instability, in case of a change 
of sovereignty, of bare pledges of uncollected revenues, as compared with 
mortgages placing beyond the control of the borrower and within that of 
the lender or of an agency acting for it tangible assets of value. It must 
perceive the inherent danger of transactions subversive of the principles of 
international law as they are interpreted and applied by the United States. 
Conversely, there is distinct advantage for lender and borrower alike in 
arrangements which while respecting those principles, at the same time 
safeguard the equities of both parties as against contingencies which may 
otherwise work injury to each. 

SECURITY 

Oftentimes distinct from the problem of validity is that which concerns 
security. The importance of the matter in a particular case varies with the 
character and vigor of the borrower. The known strength and scrupulous- 
ness of some borrowers render negligible any question of security. This 
circumstance offers no criterion, however, of the importance of that ques- 
tion when numerous other states become applicants for loans abroad. 

Whenever the matter of security is vital, one general and underlying 
consideration demands attention: the normal impotence of the lender to 
control the conduct of the borrower, if a sovereign state, when it commits 
any act jeopardizing the payment of principal or interest. Not only is the 
borrower immune, as is well known from suit by the lender (unless the 

13 An interesting instance of an arrangement substantially on such lines is seen in a cer- 
tain colonial bond agreement of January, 1922. 



532 THE AMERICAN JOUENAL OF INTERNATIONAL LAW 

borrower consents to subject itself to jurisdiction), but it is also free in fact 
to act at will with respect to any asset remaining within its control, how- 
soever designed to assure service. The legal restraint imposed by the con- 
tract upon the borrower is not to be underestimated; but the contractual 
restraint, except in so far as disrespect for it may be productive of diplo- 
matic interposition, does not serve to remove from the borrower the pos- 
session and control of what may be used to induce credit. It is the actual 
condition confronting the lender to a foreign state, rather than the extent of 
its theoretical rights derived from the contract, which needs frankest recog- 
nition during the period of negotiation. Failure to perceive that condition 
or to deal with it on its merits, has even within the past decade resulted in 
substantial losses to lenders. It is believed, therefore, to be of first im- 
portance in the negotiation of any loan where the matter of security is 
deemed essential, to endeavor to save the lender from dangers peculiar to 
the nature of the borrower, and to safeguard it from the operation of the 
principle above noted. In such an endeavor the terms of some agreements 
of the past ten years offer guidance. In examining any proposal for applica- 
tion in a given case, the inquiry must be unceasingly pressed: Does the 
operation of the contract serve to remove from the borrower the power as 
well as right to control adversely the thing pledged? And again: Does 
the contract place within the reach of the lender or of any agency in its be- 
half an asset the retention of which will deter the borrower from conduct 
injurious to the security or jeopardizing service? 

In every loan requiring and providing for security, a preliminary question 
confronts the lender, concerning the effect of the security upon the ob- 
ligation of the borrower to pay principal and interest. To be specific, 
is that obligation a primary one, or is it one contingent upon the failure of 
income derivable from the thing pledged to maintain service? The de- 
sign of the parties should be set forth in the agreement. At times this has 
been done, and in such a way as to manifest a direct liability of the obligor 
irrespective of any security pledged under the agreement. 14 

It may be doubted whether the borrower should be permitted to assume 
merely the responsibility of a guarantor, to be subjected to the burden of 
payment of interest or principal solely upon the insufficiency of income 
from pledged revenues or mortgaged assets. Although the borrower may 
contemplate the satisfaction of service from such sources, anticipating no 
fiscal obligation of its own until they become inadequate, the lender should, 
whenever possible, secure the right to rely upon the direct obligation of the 

14 "The loan represented by the proposed bonds shall constitute and is hereby declared to 
be a direct liability and obligation of the Republic irrespective of any security provided 
hereunder." (Section I (12) of a certain Bond Trust and Fiscal Agency Agreement of 
1920.) 

See also Article II of proposed loan agreement of 1911, between the Republic of Honduras 
and Guaranty Trust Company of New York as fiscal agent. 
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borrower throughout the life of the loan. 15 The external bond agreements 
of China during the past decade have lacked uniformity in this regard. 
In some instances the borrower appears to have assumed a direct obligation 
irrespective of the security; in others, there is less assurance of such a de- 
sign. In numerous Chinese agreements the borrower has undertaken to 
procure requisite funds from other sources should the revenues from pledged 
assets prove insufficient as security. The wisdom of such provisions may be 
doubted. Service is better assured where, through the terms of the agree- 
ment, definite and ample security is obtained, and arrangement made for 
its complete protection and control by or in behalf of the lender throughout 
the life of the loan. Recourse to a procedure contemplating possible in- 
sufficiency in the security (possibly not taken wholly from the control of 
the borrower), and to be followed in such event by pledges of other property, 
is unfortunate in its effect upon the mind of the obligor. It is not conducive 
to precision or certainty or to the protection of the lender. It is believed to 
be a loose mode of propping up an asset of the insufficiency of which both 
parties to the arrangement confess doubt. 

It must be obvious that the value of any security depends upon its free- 
dom from prior encumbrance. A loan agreement may advert to the fact. 
It has happened, however, that even where the borrower has declared the 
security to be free, other foreign lenders have denied the fact and so im- 
paired the value of the property pledged as a safeguard for the lender. Such 
an occurrence may be due to a variety of causes, and among them, in par- 
ticular, to the failure of the borrower to adhere to a system insuring formality 
and notoriety in the negotiation of every external loan. Regardless of the 
difficulty involved, the lender must always be on its guard to ascertain 
whether in fact the security utilized to induce credit is subject to a prior 
lien. 

Whenever a valid lien is sought to be impressed upon any asset of the 
borrower for the protection of the lender, the main question confronting 
the latter is two-fold: first, whether the valuable thing to be pledged will 
suffice to secure and maintain service; and secondly, whether, in case of 
default, it will enable the lender to protect itself from all loss. The solu- 
tion of both questions really depends, in most cases, upon one condition — 
the extent to which the borrower puts beyond its own possession and con- 
trol the asset pledged as security, and so protects the lender against acts 
which the borrower as a sovereign state might commit, either in good or 
bad faith, adverse to the interests of the lender. The action to be demanded 
of the borrower, through the terms of the agreement, may depend in part 
upon the nature of the security. For that reason differences between the 
forms of assets oftentimes utilized therefor warrant scrutiny. 

15 It may be, however, that the lender is willing to proceed on a different theory and 
content that service should be effected primarily out of income derivable from the security, 
and secondarily from the general revenues of the borrower. 
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An asset frequently utilized by way of security is the future revenue from 
resources under the public control of the borrower. These vary greatly 
in kind. They may be those derivable from governmental monopolies in 
certain activities such as the production of tobacco, or wines or salt. 1 * The 
pledged revenues may, on the other hand, be prospective customs from 
specified ports or from all ports of the borrower, or on particular articles to 
be imported or exported. In either case they represent at best, a pledge of 
future revenues which, however valuable, normally require executory action 
on the part of the borrower as a means of rendering them beneficial to the 
lender. 17 When the agreement merely adverts to the pledge of the obligor 
without more ado, the lender merely accepts or obtains the undertaking of 
the borrower to regard as hypothecated for the benefit of the former the 
particular asset involved. Such an arrangement is generally open to 
two objections: first, it leaves within the actual control of the borrower 
an asset which should be placed beyond its reach; and secondly, in case 
of default, it requires further action on the part of the borrower to utilize 
or render beneficial for the lender what was pledged for its benefit. Obvious- 
ly these objections are applicable in any case where, regardless of the nature 
of the thing pledged, the borrower retains control of the security and must 
take some affirmative action upon default. 

Some agreements have purported to place checks upon the freedom of the 
borrower, and others have provided that in case of default, the lender may 
exercise certain privileges resulting from the pledge. The various arrange- 
ments of this character are believed to be insufficient because while, on the 
one hand, they purport to exact a security, they commonly fail to safeguard 
the lender during the life of the loan, and especially when default occurs. 
The borrower remains free, except for its contractual undertaking, to control 
as a sovereign what should be removed as far as possible .from its grasp. 
Upon default, there is no means whereby the lender or any agency in its 
behalf can acquire control of what has been pledged and of which the obligor 
may even then decline to relinquish possession. It thus becomes impossible 
for such an agency to possess itself in that event automatically of the asset 
needed to maintain service and protect the lender. Whenever security is 
needed as against the default of the borrower, the asset pledged should, by 
the terms of the agreement, be safeguarded and rendered capable of appro- 
priate utilization. Arrangements which are lacking in this regard may prove 
dangerous for the lender. It should be observed, however, that the danger 
is likely to be due to the difficulty in making appropriate and necessary 
provision for the treatment of the particular type of asset pledged as security. 

It is not to be implied that pledges of future revenues may not be rendered 
a practical means of safeguarding the lender. In several instances they 

16 Such monopolies have been so utilized by both Japan and China. 

17 See Memorandum of American Peace Commission, at Paris, November 21, 1898, Moore, 
International Law Digest, I, 381, 384. 
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have been so utilized to its advantage. This has been due to the care taken 
to remove from the borrower during the life of the loan the control of the 
collection and expenditure of such revenues. Arrangements with the Do- 
minican Republic, with Nicaragua and Liberia, and under the governmental 
approval of the United States, are typical. Removal from the control of 
the borrower of the revenues pledged has been effected through the medium 
of a receiver or trustee authorized to fulfill the function of collecting and 
distributing for the service of the loan the funds designed to serve that pur- 
pose, and thus enabled to act without the special authorization of the 
borrower under various contingencies throughout the life of the loan. Such 
arrangements, it should be noted, have proved efficacious because the 
arrangements with the lenders have been conditioned upon or in pursuance 
of public conventions of the United States with the borrowers which, in 
consequence thereof, have accepted the protecting arm of the United States 
partly as a means of financial rehabilitation. 

In certain countries of other continents such as Serbia, there is seen an 
instance of the revenue-collecting function in the possession and control of 
the so-called Autonomous Administration of Monopolies at Belgrade, which 
is independent of the government, and maintains service on the external 
loans. Again, in Greece, the so-called International Financial Commission 
exercises a control over certain revenues assigned for the service of the ex- 
ternal debt. In Egypt the so-called Commission and Caisse de la Dette 
have served a like purpose. Each of these entities or agencies has been 
brought into being, or established or upheld through the unified action of the 
countries whose nationals were interested in external loans. It may be 
doubted, however, whether they suggest modes of procedure likely to appeal 
to American lenders contemplating loans to prospective borrowers on the 
American continents. It will be recalled that, in 1911, both President Taft 
and Secretary Knox intimated that the activities and methods of European 
creditors to protect themselves as against Honduras were considerations en- 
hancing the desirability of the United States-Honduran proposed loan conven- 
tion of that year, and which contemplated a collector general of customs nomi- 
nated by an American fiscal agent and approved by the President of the 
United States. 18 

Another aspect of the use of public revenues by way of security deserves 
attention. As has been observed, pledges thereof, and especially the trans- 
fer of the collecting function to foreign agencies, however valid, may give 
rise to practical difficulties in case the territory from which such revenues 
are specially derived undergoes a change of sovereignty. Even though 
sovereignty be retained by the borrower, local popular opinion may vigor- 
ously denounce the exercise of the revenue collecting function by a foreign 
fiscal agency, and that regardless of its efficacy in serving both borrower 
and lender. That opinion may challenge as an unlawful or unreasonable 

18 See United States Foreign Relations, 1912, pp. 555, 556, 559, 591. 
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infringement of the sovereignty of the borrower the method employed to 
safeguard the national revenues, or to maintain service on the debt. 19 It 
is perhaps unimportant whether such contentions are sound or false. It is 
significant, however, that at times they have found sympathy in high 
official quarters in the United States. This circumstance raises the question 
whether increasing popular opposition to the lender and to acts designed for 
its protection is not to be anticipated as a normal consequence of the transfer 
of the control of public revenues when those acts manifest a relinquishment 
of functions of government commonly retained by independent states; 
and whether also such opposition may not serve to impair service or weaken 
the security. If such a possibility is reasonable and not remote, the pros- 
pective lender ought to anticipate it. As a result, it may conclude that the 
very provisions which serve to render pledges of revenue really advantageous 
as security are inherently dangerous, save under exceptional circumstances 
when the status of the borrower as a ward of the United States and the sanc- 
tion of the government of the latter unite in producing special safeguards. 
The pledging of public revenues as security presents, therefore, a dilemma. 
If those revenues remain under the control of the borrower there is insuffi- 
cient assurance that they will be applied for the service of the debt and the 
full benefit of the lender; if, on the other hand, they are surrendered either to 
the lender or to a trustee in its behalf, popular opposition may suffice to 
jeopardize the safety and success of the transaction however valid. 

The alternative is a mortgage the essential nature of which is familiar in 
America and England, and of assets which fairly lend themselves to hypothe- 
cation, without inspiring the contention that the transfer of control thereof 
betokens an improper delegation of power. In utilizing, however, the 
mortgage idea of theory, care must be taken, as in any case of hypotheca- 
tion, to protect duly the lender by processes clearly understood by the parties 
to the agreement. Some Chinese agreements have disclosed attempts of 
the parties thereto to express with exactness their understanding. Thus 
in one case a "specific and first mortgage" of a railway and equipment 
thereof was to be construed and treated as equivalent in purport and effect 
"to a mortgage customarily executed in England." In another, a "first 
trust mortgage" upon certain railroads was to be executed "in accordance 
with the forms of the American law which are customary and usual in such 
cases to secure payment, etc." Prior to the execution of the mortgage, 
the provisions of the agreement in respect thereto were to be "construed 
and treated as of the same purport and effect as a mortgage customarily 
executed and delivered in the United States to a trustee, for the purpose of 
securing loans to and bonds issued upon railway properties." In still an- 

19 See, for example, the Manifesto of the National Congress to the Honduran People, signed 
by most of the deputies February 14, 1911, giving reasons for the action of the Congress of 
Honduras in disapproving the convention with the United States, signed January 10 of 
that year. United States Foreign Relations, 1912, p. 577. 
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other a "special guaranty" of the Chinese Government was to constitute 
a first mortgage on a railway. The lender, in case of default, was to have 
full power "to exercise all the rights accruing from this special guaranty 
according to the laws in force on this subject in the countries of Europe, 
such as Russia, France or England." While these are steps in the right 
direction, they seem to fall short of the end desired. Whenever a mortgage 
is utilized as security, it is believed important that the agreement specify 
whether the title to property so encumbered is to be transferred to the mort- 
gagee or to a trustee in its behalf, or is to remain in the mortgagor. In an 
external bond agreement the understanding of the parties should be made 
clear. When title and control remain in the governmental mortgagor, 
difficulty may confront the lender in case of default, in causing the former 
to place within its reach the asset or the fruits thereof designed to safeguard 
it in such a contingency. It may be doubted whether the lender can be 
fully protected upon default, unless arrangement is made whereby at once 
upon that occurrence the lender or some agency in its behalf not only 
acquires the right, but also is enabled thereupon automatically, by virtue 
of what it already possesses, and without the further aid of the borrower, 
to utilize fully the benefits of the mortgage. 20 Such freedom of action by 
the lender or an agency in its behalf is practically and usually incompatible 
with the retention of title and control by the borrower. In some instances, 
however, elaborate provision has been made to protect the lender (even 
where title remained in the borrower) by devices placing within its reach 
valuable assets connected with the property encumbered, such as title deeds, 
embracing a right of disposition in case of default. While the surrender of 
such documents to the lender or its agent may, according to the law of the 
particular borrower, serve to perfect the encumbrance or enhance the for- 
mality of the transaction, or restrain default by inducing fidelity to the under- 
taking, it hardly affords an equivalent to that kind of protection which, 
under the law prevailing in America, the lender habitually obtains as against 
a private borrower. Such protection is oftentimes the peculiar need of the 
lender to a foreign government from which security is demanded. 

The safety of the lender is better assured through the transfer of title and 
control over the mortgaged property to the lender as mortgagee, or to a 
trustee. 21 As between these alternatives, the latter may at times appear 
advantageous. It is equitable to both parties; it enables an entity with 
representatives in the territory where the encumbered property is located 

20 Much less difficulty presents itself where the property pledged and relinquished to the 
possession of the lender or a trustee assumes the form of bonds or of shares of stock duly 
transferred to it, with a full power of disposition in case of default, and without necessitating 
further action by the borrower in that event. When the asset sought to be hypothecated 
consists of immovable property it is highly desirable and may, in the particular case, prove 
of utmost importance to place the pledgee in no less favorable a position. 

J1 This was effectively accomplished by the terms of a certain agreement negotiated in 
1920, between an American state and the lending banks. 
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to function and operate directly upon the occurrence of an event when its 
services are properly requisitioned; it tends to remove dangers of inter- 
ruption of service. If it is reasonable and lawful to encumber through 
a mortgage the particular property pledged as security, it is equally rea- 
sonable to utilize the services of a trustee for the success of the transaction. 
If the local laws present a definite obstacle, dangers of invalidity may compel 
abandonment of such an agency. If they do not, it is obviously desirable 
to place the trustee in a position where it may fully and freely conserve 
every asset constituting security, and thereby assist the borrower in the 
performance of its duties as such. To that end the question may present 
itself in a particular case as to the desirability of utilizing as trustee an en- 
tity strongly represented if not resident within the place where the security 
is located, especially if the latter be immovable property. 

Irrespective of the nature of the security given, it may be of concern to 
the lender that the proceeds of a loan be so conserved and so expended as 
either to increase generally the power of the borrower to repay interest and 
principal, or to enhance definitely by some specific means assurance of 
faithful service. Opportunity for so doing may not be apparent when funds 
are wanted for the general purposes of the borrower. Again, the known 
character and stability of the borrower may be such as to demand no ex- 
ternal watchfulness over its expenditures. On the other hand, where the 
purpose of a loan is for a particular outlay in a specified place, as, for ex- 
ample, an industrial development, the lender may be enabled, and may deem 
it necessary to provide through the terms of its agreement, that dangers of 
wastefulness or extravagance or cupidity be minimized or eliminated; and 
in some cases that the funds loaned be rendered productive of an income 
adequate for service. Devices appropriate to such an end are not open to 
practical objections oftentimes raised against certain forms of security. It 
is in no sense in derogation of the rights of the public borrower that the 
lender should exercise a degree of oversight or control over the expenditure 
of funds furnished by itself. Methods of so safeguarding the lender are 
various and familiar. A few may be noted. Where, for example, a loan is 
negotiated for the construction of a railway in the territory of the borrower, 
it may be of highest importance that the proceeds be deposited in a bank des- 
ignated by the lender and subject to withdrawal solely under warrants 
issued under the approval or inspection or oversight of the lender or its 
agent. In certain cases it may become important to have methods of ac- 
counting fixed according to an accepted standard and in a particular lan- 
guage, and perhaps under the management of an accountant of the nation- 
ality of the lender and to be appointed with its approval. Again, it may 
be highly desirable to provide for an audit by an auditing officer appointed 
with the approval of the lender. Finally, the entire matter of expenditure 
may need to be subjected not merely to the oversight of the lender, but to 
the actual control of some agency in its behalf, such as a trustee; or ar- 
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rangement may be required for service (at least contingently) out of the 
very proceeds of the loan. In a word, whenever unfamiliarity on the part 
of the borrower with European or Western civilization and the business 
methods thereof, or insufficient experience with large industrial develop- 
ments, or other kindred considerations so dictate, the conservation of 
the proceeds of the loan, in furtherance of the design of the parties, 
by the lender or a trustee must be regarded as beneficial to the interests 
of both parties to the transaction. The appropriateness of the method 
of conservation to be utilized in the particular case will depend largely 
upon the nature and record of the borrower. That requiring adoption 
may serve to harmonize conflicting equities, by establishing safeguards 
for the benefit of the lender, and by avoiding dangers of resentfulness to 
be anticipated from injury to the pride of the borrower. 22 

By way of summary, the following points in relation to security deserve 
emphasis: 

First, if security is needed, it should, regardless of its form or nature, 
be placed, whenever possible, wholly beyond the reach of the borrower and 
within the control of the lender or a trustee. 

Secondly, except under special conditions rarely if ever present when the 
borrower is an independent state recognized for all purposes as a full-fledged 
member of the society of nations, the security should not assume a form 
such that utilization of it by the lender or a trustee involves the exercise of 
public functions locally deemed subversive of the sovereignty of the borrower 
and offensive to its national pride. 

Thirdly, some degree of control or oversight by the lender or a trustee 
of the expenditure of proceeds of a loan must operate, whenever agreed upon, 
to conserve the strength of the borrower and proportionately safeguard 
the interests of the lender. 

CERTAIN MISCELLANEOUS MATTERS 

A few miscellaneous matters merit attention. In order to eliminate 
dangers of conflicting interpretations, it is obviously wise to make pro- 
vision that one version of the agreement in a specified language be control- 
ling. 28 To the same end it may be deemed wise to announce that the con- 
tract is to be construed as one concluded in pursuance of, and with a view to 
the operation of the laws of, a particular state. Controversy between the 
parties during the life of the loan should be anticipated; and especially issues 
concerning which agreement between them proves to be incapable of attain- 

22 It may be observed that while no consideration can ever outweigh the value of a 
safeguard essential to the protection of the lender at all times during the life of the loan, an 
unnecessary precaution which roughly ignores the feelings of the borrower and is contemp- 
tuous of its pride is not likely to prove benefieial to the transaction or really advantageous to 
the lender. 

23 Instances are numerous. 
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ment. To meet that contingency there should be arrangement for some 
mode of adjustment outside of the exclusive control of the borrower. The 
right of the lender to invoke and utilize in case of need the diplomatic inter- 
position of its own government should be appropriately acknowledged in 
case the borrower is known to be disposed to object to such procedure. 
The lender and its government should not be exposed to the contention of 
the borrower, under any circumstances, that diplomatic interposition is 
premature or unreasonable or at variance with common practice. A loan 
agreement may provide that in case of controversy, the issue shall be re- 
ferred to the Secretary of State for adjustment by him. 

The known approval of the government of the lender is of value, partly 
because of the removal of grounds of possible conflict between that govern- 
ment and the lender, should it become important for the latter to invoke the 
interposition of the former, and also because of the influence of such ap- 
proval and cooperation upon the mind of the borrower. Frequently Amer- 
ican lenders have voluntarily submitted the terms of proposed agreements 
to the Department of State. At times, as has been seen, American loans 
have been conditioned upon the cooperation of the Government of the 
United States. 84 Again, international banking arrangements between 
groups representative of several states have announced governmental under- 
takings to support those groups. 25 Recently, the Department of State 
has announced a desire that American concerns contemplating foreign loans 
inform it in due time of the essential facts and of subsequent developments 
of importance; and it has manifested a readiness to endeavor to say, in 
response to the inquiry of a prospective lender, in the light of information 
in its possession, whether or not there exists ground for objection to a pro- 
posed loan. Moreover, it has expressed belief that "in view of the possible 
national interests involved," it should have opportunity of saying to the 
underwriters concerned, should it appear advisable to do so, that there is 
or is not objection to any particular issue. 26 The reasonableness of this 

24 This was true in the case of a proposed loan to Honduras in 1911. 

M See, for example, Text of China Consortium Agreement of October 15, 1920, this Jour- 
nal, January, 1922, Vol. 16, p. 4. See also note of Secretary Hughes to Messrs. J. P. Morgan 
and Company, March 23, 1921, declaring that the principle of cooperative effort for the 
assistance of China, through the operations of the Consortium, had the approval of the 
Government. Pamphlet No. 40, Division of International Law, Carnegie Endowment for 
International Peace, p. 74. 

36 See Department of State, Statement for the Press on Flotation of Foreign Loans, 
March 3, 1922. In this statement it was declared: "but it should be carefully noted that 
the absence of a statement from the Department, even though the Department may have 
been fully informed, does not indicate either acquiescence or objection. 

"The Department of State can not, of course, require American Bankers to consult it. 
It will not pass upon the merits of foreign loans as business propositions, nor assume any 
responsibility whatever in connection with loan transactions. Offers for foreign loans 
should not, therefore, state or imply that they are contingent upon an expression from the 
Department of State regarding them, nor should any prospectus or contract refer to the 
attitude of this Government." 
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announcement ought to be apparent. It is due to the international and 
essentially public character of agreements arranging for the flotation of 
foreign public bonds in the United States, and to the direct effect of such 
transactions upon the economic and political relations of the United States 
with the governmental borrowers. American bankers are not likely to be 
blind to this circumstance or to be indisposed to act in harmony with the 
wishes of the Government. 



